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T A X A T IO N , NON-TAX P O L IC T  AND THE ECONOMICS  

OF EQUIPMENT LEASING

In t r o d u c t i o n

The  l e a s i n g  i n d u s t r y  i n  I n d i a  and  the  b u s i n e s s  o f  

e q u i p m e n t  l e a s i n g / l e a s e  f i n a n c e  of  d u r a b l e s  has  g r own  

s i g n i f i c a n t l y  during  the past decade  in I n d i a .  Accordi ng  to 

an e s t i ma t e  by the Equipment  L e a s i n g  A s s o c i a t i o n  ( I n d i a ) ,  

a g g r e g a t e  l e a s i n g  in 1987 was Rs 700 crore  with  f resh  l e as e s  

d u r i n g  the year  1987 alone  amounting  to Rs 250  cr or e .  Lease  

f i n a n c i n g  o r g a n i s a t i o n s  in I n d i a  i n c l u d e  many p r i v a t e  sector  

non -b a n k  f i n a n c i a l  c o m p a n i e s ,  some p r i v a t e  s e c t o r  

m a n u f a c t u r i n g  c o m p a n i e s ,  the  I n d u s t r i a l  C r e d i t  and 

I n v e s t m e n t  C o r p o r a t i o n  of  I n d i a  and c a p i t a l  ma r k e t  

s u b s i d i a r i e s  o f  l e a d i n g  n a t i o n a l i s e d  b a n k s .  L e s s e e

companies  i n c l u d e  many l e a d i n g  c o r p o r a t i o n s  in both pub l i c  

and p r i v a t e  s ectors .  Wh i l e  there  has been some e as i ng  of 

growth in l e a s i n g  b u s i n e s s  s i n c e  1 9 8 7 ,  the scope for growth 

is s t i l l  immense.  To c i t e  one s u g g e s t i v e  s t a t i s t i c  f u l l y  33 

per  cent  o f  f resh  c a p i t a l  format i on  in  the USA in 1986  was 

l ease  f i n a n c e d .

In v i ew  of  the growi ng  importance  of  l e a s i n g  and its  

l i k e l y  c o n t i n u a t i o n  as a mode o f  c a p i t a l  f i n a n c e ,  it would 

be u s e f u l  to examine the economics  of  l e a s i n g  and r a t i o n a l  

p r i n c i p l e s  for  t a x i n g  l e a s e  t r a n s a c t i o n s .  In  o r d e r  to 

i d e n t i f y  t he  b e n e f i t s  f rom l e a s i n g ,  p r o s  and c o n s  o f  

l e a s i n g ,  in contrast  w i th  o t h e r  modes of  f i n a n c i n g  c a p i t a l  

purchases  or consumer d u r a b l e s ,  in a zero tax s i t u a t i o n  may 

be d i s c u s s e d  f i r s t .  R a t i o n a l  t a x a t i o n  and non-tax p o l i c y  

r e q u i r e s  that the a d v a n t a g e s / d i s a d v a n t a g e s  o f  lease  f i nan ce  

as compared to other  forms of  f i n a n c e  be l e f t  u n a f f e c t e d  by 

a p p l i c a b l e  taxes  un l es s  the re  is an o v e r r i d i n g  s oc i a l  reason 

for e n c o u r a g i n g  or d i s c o u r a g i n g  l ease  f i n a n c e .



An a n a l y t i c a l  ove r vi e w  o f  l e as e  f i n a n c e  b e n e f i t s  to the 

l e s s o r  and l e s s e e ,  g i v e n  c ur r e nt  tax p r a c t i c e ,  i s  p r e s e nt e d  

next .  It is c l e a r  from t h i s  o ve r v i e w  that  tax treatment  of  

l e a s i n g  t r a n s a c t i o n s  make t h i s  form of  f i n a n c e  s i g n i f i c a n t l y  

more a t t r a c t i v e  r e l a t i v e  to other  forms o f  f i n a n c e  for some 

f i r m s  in  c o n t r a s t  w i t h  the  no tax  c a s e  t h o u g h  n o n - t a x  

b e n e f i t s  may a c t u a l l y  be more s i g n i f i c a n t .

The r a t i o n a l e  for  s p e c i a l  e n c o u r a g e m e n t  o f  l e a s i n g  

f i na n c e  is next  exami ned .  It is c oncl ude d  t h a t ,  what e ve r  be 

the meri ts  o f  l e ase  f i n a n c e ,  s p e c i a l  treatment  to encourage  

l e a s i n g ,  over and above the l e ve l  that would ex i st  in the 

absence  of  p o l i c i e s  i d e n t i f i e d ,  is u n j u s t i f i e d .  I f  at a l l  

l e a s i n g  is to be e n c o u r a g e d ,  other  non-tax i ns truments  are 

a v a i l a b l e  wi th  g r e a t e r  b e n e f i t s .

In  the  l i g h t  o f  the  f o r e g o i n g  e x a m i n a t i o n  t h e

r e c t i f i c a t i o n  of  c e r t a i n  non-tax measures  i s  recommended and 

it is p r o p o s e d  t h a t  the  p r i n c i p l e  t h a t  s h o u l d  g o v e r n  

t a x a t i o n  of  l e a s e s  is  neut r a l i t  y : Tax p o l i c i e s  should not

conf er  a d d i t i o n a l  b e n e f i t s  or e n t a i l  a d d i t i o n a l  c os t s  for 

l e a s e  f i n a n c e  as c o m p a r e d  to o t h e r  modes  of  f i n a n c e .  

Furthermore ,  from the point  of  vi ew of  the e x c h e q u e r ,  there  

should be no p o s i t i v e  or n e g a t i v e  revenue  i m p l i c a t i o n s  of  

lease  f i nan ce  as a g a i n s t  other  modes of  f i n a n c e .  A way of

a c h i e v i n g  n e u t r a l i t y  of  tax  p o l i c y  is  d i s c u s s e d  and some

relevant  i n t e r n a t i o n a l  e x p e r i e n c e  p r e s e n t e d .  F i n a l l y ,  some 

comments  ar e  made on n o n - f i n a n c i a l  l e a s e s  w h i c h  are  not 

a ddre s s e d  in depth  in the paper .

2 . F in a n c in g  O p tio n s

B e f o r e  d i s c u s s i n g  the  pros  and c o n s  o f  l e a s i n g ,

a l t e r n a t i v e  f i n a n c i n g  o p t i o n s  and d i f f e r e n t  types  o f  l eases  

wi l l  have to be d e s c r i b e d .  The g e ne r al  term ' p u r c h a s e r '  

w i l l  be used for the e n t i t y  who w i l l  use the c a p i t a l  asset
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when more p r e c i s e  terms are  not used .  L i k e w i s e  the ge ne r al  

term ' f i n a n c i e r '  w i l l  be us e d  for  the  e n t i t y  s u p p l y i n g  

f i na n c e  for  the purchase  of  the c a p i t a l  a s s e t .

We c o n c e n t r a t e  on l e a s i n g  of  c a p i t a l  equi pment .  Lea s i n g  

o f  c o n s u m e r  d u r a b l e s  h a v e  the  same a l t e r n a t i v e s  but the  

e v a l u a t i o n  of  t h e s e  o p t i o n s  r e s t s  on d i f f e r e n t  

c o n s i d e r a t i o n s  s i n c e  the  p r i m a r y  g a i n  from p u r c h a s e  of  

cons u me r  d u r a b l e s  is  t h r o u g h  t h e i r  use  v a l u e  to the

consumer.  C o n s i d e r a t i o n s  of  o b s o l e s c e n c e  and r i s k  r e d uc t i o n  

w i l l  have  less  force .

The main opt i ons  to l e a s i n g  are the f o l l o w i n g :

^a) Out r i g ht  P u r c h a s e : T h i s  may e i t h e r  be from own or borrowed

funds.  In  the former ca s e ,  the purchaser  w i l l  need to cover 

his  expected  normal p r o f i t  on the c a p i t a l  o u t l a y  and,  in the 

l a t t e r  c a s e ,  i n t e r e s t  p ayment  w i l l  need  to be c o v e r e d .

C l e a r l y ,  the cheaper  of  the two methods w i l l  be used i f  the 

c a p i t a l  good is  b o u g h t .  The  mai n  p o i n t  a b o u t  o u t r i g h t  

p u r c h a s e  is that  the t i t l e  to the  c a p i t a l  good and the

e n t i r e  b e n e f i t s / d r a w b a c k s  from i ts  purchase  accrue  d i r e c t l y  

to the p u r c h a s e r  ( and only  i n d i r e c t l y ,  in some c a s e s ,  to his  

c r e d i t o r ) .

b) Hi re  P u r c h a se ( H P ) : The t i t l e  passes  to the hi  re-purchaser

only  when a l l  h i re  purchase  i n s t a l me n t s  have  been paid.

( c )  I n s t a l m e n t  S a l e : The  t i t l e  p a s s e s  to the  p u r c h a s e r  on

payment  of  the f i r s t  i n s t a l m e n t  i t s e l f .  The b a l a n c e  i s  

t reated  as a secured  loan ( P a n d e y ,  1 9 8 6 ) .

( d )  L e a s i n g : The d i s t i n g u i s h i n g  f e at ur e  of a l e a s e  is that the

ownership  remains  wi th  the f i n a n c i e r  ( or  l e s s o r ) .  The main

types of  l e a s e s  are as f o l l o w s :

3



( i ) T h e  f i n a n c i a l  l e a s e  : H e r e  the  l e s s o r

recovers  the cost of  the  l e a s e d  equipment  

from the  l e s s e e  i n  a d d i t i o n  to a nor ma l  

r eturn  on h i s  funds d u r i n g  the  c ur r e nc y  o f  

the  l e a s e .  The  l e a s e  c o n t r a c t  i s

n o n - c a n c e 11 ab l e  and may h a v e  a c l a u s e  

e m b o d y i n g  an o p t i o n  f o r  the  l e s s e e  to 

purchase  the l eased  equipment  or operate  it

in  p e r p e t u i t y  at a p r e a r r a n g e d  p r i c e  on 

e x p i r y  of  the l e a s e / " p r i m a r y "  l e a s e  period .  

In a l l  u s a g e  a s p e c t s ,  the  l e s s e e  i s

e f f e c t i v e l y  the owner from the i n c e p t i o n  of  

the  l e a s e .  T h i s  k i n d  of  t r a n s a c t i o n  is  

c u r r e n t l y  most pr e va l e n t  in I n d i a .

( i i )  The o p e r a t i ng l e a s e :  Here the l e s s o r  does

not r e c o v e r  the e n t i r e  c os t  of  the a s s e t  

from the lessee  d ur i ng  the l e as e  period and 

takes  back the c a p i t a l  a s s e t  on expi ry  of  

the  p e r i o d .  It i s ,  i n  e f f e c t ,  a s i m p l e

h i r i n g  t r a n s a c t i o n .  Nor mal l y ,  to s a f e guar d  

h i s  i n t e r e s t ,  the  l e s s o r  m a i n t a i n s  and 

s e r v i c e s  the l eased  equi pment .  The l ease

c ont r ac t  is u s u a l l y  c a n c e l l a b l e .  T h i s  kind

of  l e as e  has not yet made much headway  in

I n d i a .

A d d i t i o n a l  v a r i a n t s  of  l e a s e s  - l e ve r a g e d  l e a s e s ,  

s a l e s -ai d  l e a s e s ,  sale  and l eas e-back  arrangements  and 

consort ium l e a s e s  need not d e t a i n  us here  though they 

are i m p o r t a n t  for  tax s a v i n g  or r i s k  s p r e a d i n g  in

p r a c t i c e .  Our  mai n  i n t e r e s t  h e r e  i s  the  f i n a n c i a l  

l e a s e  w h i c h  i s ,  in e f f e c t ,  a pur e  f i n a n c i a l  

t r a n s a c t i o n .  Op e r a t i n g  l e ase s  have t h e i r  own p e c u l i a r  

b e n e f i t s  and are  only  d i s t a n t l y  s u b s t i t u t e s  to 

h i r e-pur chas e  or out r i ght  p u r c h a s e . ^
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3 . A d v a n t a g e s  an d  D i s a d v a n t a g e s  o f  L e a s i n g  in  th e  

Absence  o f  T ax es

To a n a l y s e  the b e n e f i t s  from l e a s i n g ,  we f i rs t

i d e n t i f y  c o n d i t i o n s  under  whi ch  l e a s i n g  has  no s p e c i a l

b e n e f i t s .  A c c o r d i n g l y ,  suppose a l l  c ont r ac t  forms are

e q u a l l y  r i s k y  to both c o n t r a c t i n g  p a r t i e s .  Also assume

that f i n a n c i e r s  for d i f f e r e n t  opt i on s  and the purchaser

r e q u i r e  the same r i s k  a d j u s t e d  mini mum r e t u r n .  I t

s h o u l d  t h e n  be c l e a r  t h a t  p a y m e n t s  u n d e r

l o a n / i n s t a l m e n t / H P  f i nan ce  can be s t r u c t u r e d  to make

c o n t r a c t u a l  cash flows i d e n t i c a l  in a l l  three  c as e s .

I f  the pur c h as e  or pe r pe t ual  l ease  o p t i on  is  e x e r c i s e d ,

the  same i s  t r u e  f or  a f i n a n c i a l  l e a s e .  I f ,  in

a d d i t i o n ,  both  l e s s o r  and l e s s e e  h ave  the same

e x p e c t a t i o n  as to the market value  of  the asset  on the

e xpi r y  of  the ' p r i m a r y '  l ease  p e r i o d ,  the terms can be

s t r u c t u r e d  so that  bot h  are  i n d i f f e r e n t  b e t w e e n

e x e r c i s e  or n o n - e x e r c i s e  of the p u r c h a s e  o p t i o n .

A g a i n ,  i f  the purchase  pr ice  under  the s e l f  f i nance

opt ion  is  deemed to be f i na n c e d  by a net i n f l o w  from

s h a r e h o l d e r s  and al l  c o n t r a c t i n g  p a r t i e s  face  the same

purchase  p r i c e  for the c a p i t a l  a s s e t ,  then  d i v i d e nd

p a y o u t s  c a n  a l s o  be so p l a n n e d  t h a t  c a s h  f l o w

i m p l i c a t i o n s  are  i d e n t i c a l  w i t h  the  o t h e r  o p t i o n s .

F i n a l l y  assume that a v a i l a b i l i t y  of  f i n a n c e  is not a

c o n s t r a i n t  w i th  any form of  f i n a n c e  and that n e i t h e r

i n t e r n a l  ( r e t a i n e d  e a r n i n g s )  nor e q u i t y  f i n a n c e  are

d i s a d v a n t a g e o u s .  Unde r  t h e s e  s e v e n  c o n d i t i o n s  a l l

modes of  f i n a n c e  w i l l  c l e a r l y  be e q u i v a l e n t .  This  is

the s u b s t a n c e  of  the  '  l e a s e - f i n a n c e  e q u i v a l e n c e
o

theorem'  of  f i n a n c e  theory .
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C l e a r l y ,  d i f f e r e n c e s  in the r e q u i r e d  r i s k  f ree  

r e t u r n ,  f i na n c e  a v a i l a b i l i t y  under d i f f e r e n t  c o n t r a c t s ,  

p u r c h a s e  p r i c e  d i f f e r e n c e s  and  d i f f e r e n t i a l  

e x p e c t a t i o n s  c o u l d  go in any d i r e c t i o n .  A p r i o r i ,  

t h e s e  f a c t o r s  i mp a r t  no s y s t e m a t i c  a d v a n t a g e  or 

d i s a d v a n t a g e  to any f i n a n c i n g  o p t i o n .  T h u s ,

d i f f e r e n c e s  in the r i s k i n e s s  of  f i na n c e  o p t i on s  and 

d i f f e r e n c e s  in r e t a i n e d  e a r n i n g s  and e q u i t y  f i n a n c e  

h a v e  to be e x p l o r e d  f u r t h e r  to d i s c o v e r  s y s t e m a t i c  

d i f f e r e n c e s  in the a t t r a c t i v e n e s s  of  f i n a n c i n g  op t i o n s .  

Before d i s c u s s i n g  the s p e c i f i c  f a c t o r s  which  lead  to 

d i f f e r e n c e s  in  r i s k i n e s s  of  d i f f e r e n t  contract  forms,  a 

sketch o f  the way in which r i s k  d i f f e r e n c e s  i n f l u e n c e  

cash f lows  and the a t t r a c t i v e n e s s  of  f i n a n c i n g  opt ions  

may be p r e s e n t e d .

T y p i c a l l y ,  a r i s k  a v e r s e  f i n a n c i e r  w i l l  be 

w i l l i n g  to accept  a lower  ' p r i c e '  for a contract  which 

is  l ess  r i s k y .  Cons e q ue n t l y ,  for a g i v en  r i s k  a v e r s i o n  

l e ve l  of  the f i n a n c i e r ,  p ur c h as e r s  w i l l  sort themsel ves  

into ' r i s k  c l a s s e s '  wi th  the l e s s  r i s k  a vers e  opt ing  

for the r i s k y  contract  and the  more r i s k  averse  being  

p r e p a r e d  to t r a d e - o f f  h i g h e r  r i s k  a g a i n s t  h i g h e r  

expected  cash f lows.  S i m i l a r l y ,  i f  p u r c h a s e r s  f ace  

d i f f e r e n t i a l  r i s k  u n d e r  e a c h  c o n t r a c t  f o r m ,  t h e n  

f ur the r  s o r t i n g  into  r i s k  c l a s s e s  w i l l  occur .  F i n a l l y ,  

i f  f i n a n c i e r s  h a v e  d i f f e r i n g  r i s k  a t t i t u d e s ,  t h e i r  

pr ice  s t r u c t u r e s  w i l l  ensure  that  some s p e c i a l i s e  in 

one c o n t r a c t  form and others  in a not he r .  To i d e n t i f y  

the s p e c i f i c s  of  formation of  these  sub-markets ,  in 

which d i f f e r e n t  r i s k  c l a s s e s  of  s e l l e r s  and buyers  are 

matched ,  such sources  o f  r i s k  w i l l  have to be examined .

( a ) D e f a u 1 1 / b a n k r u p t c y  r i s k  and  a s s e t  o w n e r s h i p : 

Under  l e a s e / H P  f i n a n c e ,  the f i n a n c i e r  owns the asset  

t i l l  a l l  c o n t r a c t e d  p a y m e n t s  a r e  ma d e .  The  a s s e t  

re ve rts  to the f i n a n c i e r  in  case  of  d e f a u l t / bankruptcy
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or in c a s e  the  l e s s e e  c h o o s e s  not  to e x e r c i s e  the 

p urchase  or perpetual  l e a s e  o p t i on  at the end of  the 

p r i m a r y  l e a s e  p e r i o d .  A s e c u r e d  c r e d i t o r  c a n n o t  

re p os s e s s  the  c a p i t a l  as s e t  but i s  not e n t i r e l y  at r i s k  

i f  the  p u r c h a s e r  d e f a u l t s  or f a c e s  b a n k r u p t c y .  

S h a r e h o l d e r s  and u n s e c u r e d  c r e d i t o r s  have  no

s a f e g u a r d s .  C o n s e q u e n t l y ,  l o a n  f i n a n c e  and s e l f  

f i nance  w i l l  tend to be more e xpe ns i ve  than l ease  or HP 

f i n a n c e .  G r e a t e r  f r o n t - l o a d i n g '  of  the payment stream 

through  margi n  money or c o l l a t e r a l  w i l l  al so  be more

p r e v a l e n t  w i t h  loan  f i n a n c e .  I n  f a c t  - i f ,  for

example ,  a purchaser  has  a high  debt -e qui t y  r a t i o  - 

loan f i n a n c e  may not be forthcoming  at a l l  even i f  the
4

v i a b i l i t y  of  the project  i s  a s s u r e d .

( b )  S a l v a g e  v a l u e  r i s k : The  e n t i r e  r i s k  of

obsole  s c e n c e / c a p i t a l  a p p r e c i a t i o n  of  the c a p i t a l  asset  

is borne  by the purchaser  except  in the case  of  lease  

f i nan ce  wi th  a p u rcha s e / p e rmanen t l e a s e  option. " *  By 

a p p r o p r i a t e  s t r uc t u r i ng  of l ease  payments ,  salvage  risk 

can be a p p o r t i o n e d  between  l e s s o r  and l e s s e e  so that 

the more r i s k  a v e r s e  b e a r s  a s m a l l e r  s h a r e  of  the

s a l v ag e  r i s k .  This i n s u r a n c e  element is  a d e f i n i t e

a dva nta ge  for l e a s i n g  over other  modes of  f i nance  for 

some r i s k  c l a s s e s  of c o n t r a c t i n g  p a r t i e s .

( c )  T a k e o ver r i s k :  For some pur c ha s e r s  ( u s u a l l y  newer

f i rms )  w i t h  i n s u f f i c i e n t  r e t a i n e d  e a r n i n g s ,  fear of  

loss  of  c o n t r o l  of the firm by curr ent  s har e h o l de r s  may 

make debt f i na n c e  p r e f e r a b l e  to the i s s u e  of  equi ty  to 

f i nan ce  the c a p i t a l  asset .

( d )  R e g u l a tory  r i s k : F r e q u e n t l y  ( as  under  the MRTP

Act in I n d i a )  r e g u l a t i o n  of  f i rms  v a r i e s  wi th  the s i ze  

of  the f i rm.  When,  as in I n d i a ,  f i x e d  a s s e t s  are one 

of  the c r i t e r i a  used ,  f i rms at the t h r e s h o l d  of  t i ghter  

government  c o n t r o l  w i l l  p r e f e r  one or another  mode of

7



debt f i n a n c e .  S i n c e ,  in I n d i a  l ar g e  ( ' M R T P ' )  f i rms are 

s u b j e c t e d  to t i g h t e r  s c r u t i n y ,  t hr e s hol d  f i rms  may f ind 

l ease  f i nance  a d v a n t a g e o u s . ^

T h e s e  a r e  the  m a j o r  s o u r c e s  o f  r i s k  r e l a t e d  

b e n e f i t s  which  accr ue  to ' d e b t '  f i n a n c e ,  e s p e c i a l l y  

l e a s i n g .  Three  other  b e n e f i t s  enjoyed  by l e a s i n g  in the 

I n d i a n  context  need to be mentioned .

( e ) Commerc i a l __b a nk c r e d i t___ p ol i cy__a n d___ i nt e rest__ rat e

d i f f e r e n t i a l s : Due to r a t i o n e d  loans  by the banki ng

system at below market c l e a r i n g  i nt e re s t  r a t e s ,  p r i v a t e  

s e c tor  ( i n f o r m a l )  commercial  rates  are g e n e r a l l y  hi gher  

t h a n  ban k  r a t e s  o f  i n t e r e s t  . ^ For  c r e d i t  o f  the
O

d u r a t i o n  u s u a l l y  r e q u i r e d  for e q u i p m e n t  f i n a n c e ,  

pr ivate  f i n a n c i e r s  t y p i c a l l y  pr e f e r  s a f e r  l o a n s  such as
9

under HP or l e a s i n g .  S i n c e  commercial  bank and p u b l i c  

s e c t o r  f i n a n c i a l  s o u r c e s  h a v e  o n l y  l i m i t e d  l e a s i n g  

b u s i n e s s ,  p r i v a t e  s e c t or  HP and l e a s i n g  c u r r e n t l y  have  

an assured  demand from c r e d i t  c o n s t r a i n e d  f i rms  d e s p i t e  

high p r i v at e  s e c t or  f i n a n c i n g  costs .

( f ) F o r ma l  s e c t o r  e v a l u a t i on__of  b o r r ow e r s__and__t he

debt-equi ty  r a t i o : The g e n e r a l  i mpres s i on  a l l  over the

world is that f i n a n c i a l  e v a l u a t i o n  of loan  a p p l i c a t i o n s  

by l e n d i n g  a g e n c i e s  ( i n  I n d i a ,  by formal  a g e n c i e s )  is  

i n a c c u r a t e  in  t h a t  c o n t i n g e n t  and o t h e r  

o f f -b al a nc e -she e t  l i a b i l i t i e s  such as l e a s e  o b l i g a t i o n s  

are not c o r r e c t l y  e v a l u a t e d  in a s s e s s i n g  debt repayment 

a b i l i t y . ^ ®  I f  t r u e ,  then l e a s i n g  becomes an a t t r a c t i v e  

source of  f i n a n c e  for  h i g h l y  l ever aged  f i rms  d e s i r i n g  

to take  on a d d i t i o n a l  d e b t .  G i v e n  t h a t  low f o r m a l  

sector  i nteres t  r a t e s  cannot  provi de  for  much o f  a r i s k  

p r e mi u m ,  t h i s  a r g u m e n t ,  i f  t r u e ,  is a l l  t he  more 

p e r p l e x i n g  in the I n d i a n  c a s e .  Much o f  the  a t t e n t i o n  

g i ven  to l ease  a c c o u n t i n g ,  both in I n d i a  and a b r o a d , ^  

stems from the f a i l u r e  of  f i n a n c i a l  s t a t e me nt s  to g i v e  

a t r u e  p i c t u r e  of  f i rm  f i n a n c e s  in the  p r e s e n c e  of
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o f f - b a l a n c e - s h e e t  i t e m s .  H o w e v e r ,  an a d d i t i o n a l  

a c c o u n t i n g  problem also  needs to be ad d r e s s e d  in the 

Ind ian case .

( g ) Ac c ount i ng__o_f__l ease payments r e c e i v e d  : Un l i k e

with other  forms of debt f i n a n c e ,  no d i s t i n c t i o n  is

made between  the i nte r e s t  and a m o r t i s a t i o n  components

of  l ease  payments under current  a c c o u n t i n g  p r a c t i c e .

The e n t i r e  payment is t r e at e d  as income in the l e s s o r ' s

1 2
account .  T h i s  leads  to a r t i f i c i a l l y  i n f l a t e d  p r o f i t s

f or  l e a s i n g  f i r m s .  I f  p o t e n t i a l  i n v e s t o r s  ar e

i n a c c u r a t e  in t h e i r  assessment  of  true  l e a s i n g  p r o f i t s

d u e ,  s a y ,  to l a c k  o f  i n f o r m a t i o n  - t h e n  l e a s i n g

c o m p a n i e s  w i l l  have  a c c e s s  to c h e a p  f i n a n c e .

FIy-by-ni ghters  c a n ,  in the short r un ,  pay d i v i d e n d s

out of  c a p i t a l  t r u s t i n g  to g r owt h  - or an e v e n t u a l

d e c l a r a t i o n  of  b a n k r u p t c y  - to b a i l  them out

e v e n t u a l l y .  C l e a r l y ,  s ince  the demand for l ease  f i nance

is l i k e l y  to be e l a s t i c  in view of  the a v a i l a b i l i t y  of

close  s u b s t i t u t e s  ( H P ) ,  it w i l l  pay such l e a s i n g  firms

to lower l e as e  r e nt a l s  below what would normal l y  have

13
been c h a r g e d ,  thus c o n t r i b u t i n g  to the l e a s i n g  boom.

To sum u p ,  d e f a u l t ,  s a l v a g e  and t a k e o v e r  r i s k  

conf er  b e n e f i t s  on l e a s i n g .  Accounti ng  and other  pol i c y  

induced f e a t u r e s  also  make l e a s i n g  a t t r a c t i v e .

4 . L e a s in g  B e n e f it s  and Current Tax P r a c t ic e

In  the current  s i t u a t i o n  in I n d i a  - and elsewhere

- it is a l l e g e d  that none of  the b e n e f i t s  of  l e a s i n g  

o u t l i n e d  a b o v e  p l a y  as g r e a t  a r o l e  in  e n c o u r a g i n g  

l e a s e  f i n a n c e  as tax  a v o i d a n c e  o p p o r t u n i t i e s .  T a x  

avoi da nc e  o p p o r t u n i t i e s  are  a v a i l a b l e  to both l e s s o r  

and l e s s e e  and " T r a d i n g  in  Tax S h i e l d s "  is  a l l e g e d  to 

be the  c h i e f  d e t e r m i n a n t  o f  l e a s e  r e n t a l s  ( P a n d e y ,  

1 9 8 6 ) .  T a b l e  1 l i s t s  tax  l i a b i l i t i e s  and tax  saving  

under  v a r i o u s  modes of  f i n a n c e . ^
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As is shown in T a b l e  1, the d e p r e c i a t i o n  b e n e f i t ,  

i n t e r e s t  d e d u c t i b i l i t y  of a l o a n / H P  a g r e e m e n t  and 

i n v e s t m e n t  a l l o w a n c e  ar e  s u b s t i t u t e d  by the  

d e d u c t i b i l i t y  o f  l ease  payments for a l e a s e  agreement .  

C l e a r l y ,  s i n c e  the l e s s o r  must recover  the cost  of  the 

a s s e t ,  the l e a s e  payment w i l l  i nc l ud e  both " c a p i t a l  

cost "  and i n t e r e s t .  The c a p i t a l  a m o r t i s a t i o n  p ort i on  

w i l l  t y p i c a l l y  exceed the d e p r e c i a t i o n  b e n e f i t  under 

a l t e r n a t i v e  modes  o f  f i n a n c e  u n l e s s  t h i s  i s  

a c c e l e r a t e d .  However ,  the  l os s  of  i nvestment  a l lowance  

and a d d i t i o n a l  s a l e s  tax pay ab l e  have to be weighed  

a g a i n s t  t h i s .  T u r n i n g  to the  l e n d e r ,  o n l y  l e a s e  

f i n a n c e  a l l o w s  him to o f f s e t  p r o f i t s  a g a i n s t  

d e p r e c i a t i o n  b e n e f i t s  and the investment  a l l o wa n c e .  

T h u s ,  c l e a r l y ,  he may be in  p o s i t i o n  to o f f s e t  a 

porti on  of  the  l e s s e e ' s  tax l i a b i l i t y  through  lower 

lease  payments .  The r e c e n t l y  i n t r od u c e d  s a l e s  tax on 

l e a s e s  in some S t a t e s  in I n d i a  in the  wake  of  the  

i n s e r t i o n  o f  c l a u s e  ( 2 9 A )  of  A r t i c l e  3 6 6  of  the  

C o n s t i t u t i o n  t h r o u g h  the  4 6 t h  Amendment  to the  

C o n s t i t u t i o n  in  1 9 8 2  ( most  n o t a b l y  and  f i r s t  in 

M a h a r a s h t r a ) ,  o f f s e t s ,  to some e xt e n t ,  the tax  savi ng  

b e n e f i t s  from l e a s i n g .  From a narrow p e r s p e c t i v e ,  such 

a tax  is u n j u s t i f i e d  s i n c e  the  c a p i t a l  a s s e t  in 

que s t i on  would a l r e a d y  have borne s a l e s  tax  once when 

purchased  by the l e s s o r .  Set o f f  of  s a l e s - t a x  paid 

against  s a l e s -t a x  on l e as e  r e n t a l s  is not c u r r e n t l y  

al lowed in  a l l  S t a t e s .
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TABLE 1

Modes of Finance and Tax Implications under Current

Indian Tax Laws

Mode of finance To the Purchaser To the Financier

1. Loan finance Profit tax; deprecia

tion benefit; interest 

deductible; investment 

allowance

Tax on interest 

received through 

profit tax

2. Equity finance Profit tax; deprecia

tion benefit; investment 

allowance

3. HP finance Profit tax; deprecia

tion benefit; interest 

part of HP payment 

deductible; investment 

allowance; sales tax 

on HP payment

Tax on interest 

received through 

profit tax

4. Lease finance Profit tax; lease 

payment deductible; 

sales tax on lease 

rentals

Tax on lease pay

ment received 

through profit 

tax; depreciation 

benefit; investment 

allowance

Notes: 1. Investment "Allowance" was available to lessors under

the Investment Deposit Scheme Under Section 32AB of the 

Income Tax Act, 1961, prior to the Finance Act, 1990.

2. Sales TAx is applicable in some States only.

A brief discussion of sales taxes on lease rentals is here 

in order. The original intent of the 46th Amendment to the 

Constitution was to permit taxation of film lease rentals since, 

in this case, leases were seen to be a tax avoidance measure. 

However, no sales tax levied by States in the wake of the 

Amendment covers film lease rentals! There is also some confusion 

among sales tax administrations as to what constitutes a lease and 

what does not. In States where sales tax is levied on lease 

rentals, it is levied over a threshold and only for specified 

assets or assets not specified as exempt. Tax jurisdictions are
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not uniform, with some States (e .g . Maharashtra) levying tax on 

rentals if  the place of use is within the State, while others levy 

the tax on rentals if  the lease agreement was concluded within the 

State and still others (e .g . Andhra Pradesh) levy taxes on both 

principles. Clearly, a uniform jurisdictional norm will have to 

be followed by all States if  the sales tax continues. Given that 

not all States levy sales tax on lease rentals, there is scope for 

avoidance of the sales tax. If  the tax is based on the place at 

which the agreement was signed the simple expedient of concluding 

lease agreements outside the State is suff icient .  Under the 

Maharashtra pattern capital flight to avoid lease rental taxes may 

become a reality. Balasubramanian and Sarkar (1990) have discussed 

the issue of sales taxation of leasing in India in some detail, 

taking special note of different treatment required for transport 

and other assets, and make recommendations for its reform.

Regardless of the relative position of different financing 

options in the absence of taxation we can draw two speci f ic  

conclusions about tax effects on their relative position.

(a) Under current Indian tax law, sales taxation of hire

payments and lease rentals (with no set off  of

earl ier  tax paid on the purchase of the capital  

asset) render leasing and HP less attractive than in 

the no tax case.

(b) If  the lessor faces a higher marginal tax rate on

income than the lessee and if  the sales tax on

leasing is absent, then both financier and purchaser

will find leasing more attractive than other forms

of finance given that they would have been 

indifferent in the absence of taxation.

The sales tax disadvantage o ffsets  to an extent the

advantage available to lessor and lessee, so that the difference

between the lessor's tax rates would have to be more than without 

sales taxation to make tax shield trading worthwhile.
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Clearly, given contracts which are equally attractive in 

the absence of taxes, the government will collect more tax revenue 

from HP but less from leasing ( i f  the le s s o r 's  tax rate is 

sufficiently high compared to the lessee's). The wedge between 

lessor and lessee tax rates required for the government to lose 

revenue is ,  however, further increased by the accounting 

"irregularity" in the case of the lessor's profit accounting. 

Consequently, for lease contracts executed in States with sales 

taxation of lease rentals and no offset of earlier sales tax paid, 

government revenue loss due to tax avoidance will be less than 

otherwise.

However, the current State of regulatory, taxation and 

accounting measures appears to be in urgent need of reform since 

the combined effect of the various uncoordinated measures is most
«

likely to be one which induces inefficient finance of capital 

projects with attendant social loss- Before taking up an 

examination of policy reform, two remaining issues on taxation and 

leasing need to be addressed.

Firstly, though financial management experts (e .g . Pandey,

1986) have expressed the view that trading for tax shields is the

main benefit from leasing in India, there is reason to doubt this.

The fact is that many private sector leasing firms are too small

or too new to be in a higher tax bracket than many of their 
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clients. Such a paradoxical situation can only be due to the 

dominance of short term gains due to profit accounting practices 

for lessors. Little wonder that several 'leas in g ' companies have 

gradually moved out of the leasing market recently (Dass, 1987).

Secondly, the special case of sale and lease-back needs to 

be dealt with. Under this form of lease, the purchaser sells 

capital equipment (new or existing) to another firm and leases it 

back. Economic justification for this can be given in the case of 

new equipment since the potential user may enjoy a purchase price 

advantage and will certainly find it easier to identify the right 

type of equipment than the lessor. However, even if  the contract 

is at prevailing fair market prices, lessees will gain from some
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of the policy induced advantages of leasing not to mention risk 

spreading benefits. If  furthermore the lessor is a sister concern 

(Howick, 1986) or if the equipment is sold at a book loss, this

may provide a way to the lessee of avoiding tax in years of high

profitability. There is a presumption that the latter is the main

reason for such deals in India.

5. Appropriate Policy for Leasing Transactions

Before embarking on an examination of appropriate policy, 

one recommendation with regard to non-tax measures can 

straightway be made. It should be clear that the policy induced 

advantages of leasing identified in items (d) ,  (f)  and (g) ,  (and 

perhaps even (c ) )  are inadvertent. Consequently, steps to nullify 

these advantages should be taken as soon as is feasible.

The question that is addressed first is whether leasing 

deserves special encouragement or not- As with many - but not all

- components of capital markets, further financial development is 

required and rational government assistance to financial markets 

in this period of infancy is to be applauded. This holds with 

special force in the case of leasing business since this is one of 

the youngest segments of the financial market and since leasing 

does have genuine advantages for some firms. It should be clear 

that rational policy at this stage would require the government to 

undertake measures to enhance lease f inance,  give a boost to 

leasing expertise and act as a watchdog over leasing and other 

financial markets. Once the leasing industry comes of age, the 

third role is possibly the only one that the government need 

undertake.

If  this view is acceptable, then it will be recognised 

that the government is already providing proper support, i f  

indirectly, to the leasing industry! Enhancement of finance for 

leasing is already taking place with the ICICI and commercial bank 

subsidiaries  moving into the leasing market. Public sector 

involvement also helps to lessen the chances of concentration of 

market power with some private sector units from emerging. Also,
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as part of regular government policy, new firms do benefit from 

special taxation and other benefits. The suggestion by Vasan 

(1985) for a specialised leasing refinance body deserve? setious 

consideration on its merits as an additional measure to boost 

leasing markets.

There appears, however, to be nothing positive to be said

for the continuation of distortionary tax benefits. Indeed, the

potential for social loss has already been alluded to.

Consequently, the imposition of sales tax on lease rentals

(without offset) appears to be a measure, though imperfect, in the

right direction since it partially removes private gains from

lease transactions at the expense of the exchequer. As a

temporary measure it may therefore be justified though, needless

to say, anomalies in current sales tax practice should be removed.

The same cannot be said of sales taxation of HP transactions.

However, it would be preferable if a tax policy could be designed

which removed the tax shelter benefit of financial leases (without

actually penalising such leases) but allowed it to resume the risk
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sharing role it would play in the absence of taxes.

In fact such a measure exists. By simply disallowing the 

investment allowance and depreciation related tax benefits in the 

hands of the lessor and allowing them in the hands of the lessee 

in the case of financial leases restoration of tax neutrality 

between different financing options could be effected. Of course, 

sales tax (on both leasing and HP) would have to be discontinued. 

If  feasible, this is the most appropriate tax policy. But would 

such a reform stand up in the courts? And would States agree to 

give up there new constitutional powers to tax HP and leasing? 

Ideally, Centre-State revenue sharing arrangement would take care 

of the latter problem.

For the former problem, the question of ownership is 

important since the lessor is the owner of the capital equipment 

and the lessee is just the renter. Ownership per se cannot be the 

key issue since taxing assets in the hands of the hire purchaser, 

though the HP firm s t i l l  has t i t l e  to the equipment, is well
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accepted. The key difference between HP and the financial lease

is that in the former case the purchaser is contractually certain

to acquire title to the asset on completely paying HP instalments.

For a lease, the purchaser has a genuine option not to acquire the

asset on the expiry of the lease period. It is for legal experts

to say whether such a distinction is material or not under Indian
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law. However, even if legal experts are of the opinion that

such a distinction is material, there is still the need to prevent

HP contracts from masquerading as lease contracts to avoid tax.

Thus an appropriate test of what constitutes a 't r u e '  lease and

what does not could be instituted as a second best measure. The

one that would serve the needs of economic logic is a test which

examines if the cash flows in a lease rental are at least equal to

the cost of the capital asset to the lessor plus a normal return

on funds employed by the lessor and defines such a lease to be an

HP transaction i nel igi ble  for tax benefits available to true

leases. Such a test is in use, de facto, in the USA (Howick,
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1986). The Canadian position approaches this and is of some 

interest in the event that even the proposed test is considered 

infeasible.

The test used by Revenue Canada to determine i f  a

transaction is considered to be a purchase is as follows:

"a. The lessee automatically acquires t i t l e  to the

property after payment of a specified amount in the 

form of rental,

b. the lessee is required to buy the property from the

lessor during or at the termination of the lease or 

is required to guarantee that the lessor will  

receive the full option price from the lessee or a 

third party............ ,

c. the lessee has the right during or at the expiration

of the lease to acquire the property at a price 

which at the inception of the lease is substantially
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less than the probable fair market value of the 

property at the time or times of permitted 

acquisition by the lessee........ ,

d. the lessee has the right during or at the expiration 

of the lease to acquire the property at a price or 

under terms or conditions which at the inception of 

the lease is / are  such that no reasonable persons 

would fail to exercise the said option."

(Howick, 1986, p. 260).

Even a test on the Canadian pattern would clearly counteract the 

most flagrant cases of tax avoidance.

6. Other Types of Lease Transactions: Some Closing Remarks

It should be clear that f inancial  leases of consumer 

durables should be subject to the same tax measures. Besides 

restoring tax neutrality,  there is no j us t i f i cat i on  for tax 

concessions to encourage consumption expenditure and consumption 

loans for luxury items in a capital  scarce economy. Special 

needs, if any, can be encouraged on a case by case basis by cash 

subsidies against purchase.

Operating leases and sales-aid leases serve genuine 

short-term needs or are packaged along with technical expertise to 

which there is no easy substitute. These forms of leasing, still 

relatively unknown in India, have benefits quite apart from tax 

avoidance, or taking advantage of faulty policy. They cannot be 

thought of as genuine financing options. Trading in tax shields 

is, at best, of secondary importance. Consequently such leases 

should be subjected to the normal treatment accorded to capital 

inputs and the lessor should be considered the owner of the 

capital asset.
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NOTES

1. For a detailed discussion of forms of leasses see Hampton 

(1979).

2. See Haley and Schall (1979) for a rigorous discussion. The 

equivalence theorem is actually an extension of the 

Modigliani-Miller theorem on the equivalence of debt and 

equity finance. Besides the conditions required for this 

theorem to be true (costless, competitive markets; equal 

access; homogenous expectations;  no regulatory risk;  

costless information; costless financial distress) the lease 

equivalence theorem requires additional conditions on equal 

purchase price and expected salvage value to lessors and 

lessees. Haley and Schall (1979) show that the equivalence 

is true even with taxes if  tax rates are identical and there 

are no 'personal tax biases' due to differences in such 

things as income,  expenditure,  wealth or debt.  In our 

discussion we ignore problems associated with imperfect 

markets and costly information per se as they do not impart 

any systematic bias to particular contract forms.

3. It should be noted that risk classes are not immutable but 

depend on existing finances, the size of the new investment 

and portfolio diversification concerns. Thus a purchaser 

(or financier) in a given risk class for one project may be 

in another risk class for a different project.

4. See Stiglitz and Weiss (1981) for an interesting discussion 

on this.

5. With an operating lease, the risk is borne by the lessor. 

As stated earlier ,  we are not concerned with operating 

leases here since other technological and service 

considerations are important for these leases.

6. Under current Indian accounting practice, assets acquired 

under HP are required to be shown as part of fixed assets - 

and are also el igible  for investment and depreciation 

related tax benefits. Thus the advantages of debt finance 

from the point of view of this paragraph do not extend to HP 

in India.

7. This may change in view of the recent decontrol of bank 

interest rate ceilings.

8. An 8 year lease period was the minimum period before 

investment allowance was available which contributed to 

extended lease periods in India.

9. It would not be legitimate to take the prevalence of these 

forms of finance in India as supporting evidence without 

further statistical analysis.
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10. While this seems strange and while we have no evidence on 

the issu e , see for example, Balasubramanian and Bajaj 

(1989), Howick (1986), Copeland and Weston (1983), Hampton 

(1979), Fawthrop (1986) and FICCI (1983).

11. See for example Gyan Chandra ( 1 9 8 5 ) ,  Economic Tim es,

November 7, 1986 (article by Sanghvi), Fawthrop (1986) and

Ostfield (1981).

12. Furthermore, lessors in India can set of f  the entire 

depreciation or investment allowance against total lease 

income for tax purposes without lease by lease restrictions.

13. For discussion see Balasubramanian and Bajaj (1989) and 

Update (1986).

14. The Finance Act, 1990 has abolished both the investment 

allowance and the Investment Deposit Scheme. However, the 

discussion  here nevertheless indicates  the impact of 

investment allowance for completeness.

15. E . g .  Bank Lockers are,  conceptually  incidental to the 

provision of a service: safe keeping of valuables. Their 

rental cannot, therefore, be considered a lease transaction 

unless the sale of services become subject to State sales 

taxation generally.  However an attempt to tax locker 

rentals as lease payments was made in Andhra Pradesh. It 

was subsequently struck down by the Courts. See State Bank 

of India and Others V. State of Andhra Pradesh (1988). See 

Balasubramanian and Sarkar (1990) for a careful discussion 

on the correct meaning of a 'l e a s e ' .

16. Both ( a )  and (b)  are actually statements about fiscal 

privilege. HP is less fiscally privileged than is loan 

finance when the lessee has the lower tax rate and sales 

taxes are absent. Lease finance enjoys greater fiscal 

privilege than loan finance in some cases. In the case of 

( b ) ,  it should be mentioned that the reverse tax 

differential would lead to government revenue gains.

17. Financial evaluation of capital equipment finance options is 

complicated under conditions of imperfect markets so that 

true benefits and revenue loss are difficult to assess. A 

sketch of relevant finance theory, including short cuts in 

use for financial evaluation, is in the appendix.

18. See Dass (1986 and 1987) and Update (1986).

19. An alternative, equally imperfect, tax measure which could 

be justified using the same shelter offset argument as for 

sales taxation is the abortive minimum tax on book profits - 

but applied to leasing companies alone.

20. The definition of sale in section 2 (1 )  of the Maharashtra 

Sales Tax on the Transfer of the Right to Use any Goods for 

any Purpose Act, 1985, appears to be broad enough to allow 

for the recommended policy. This is relevant since this was 

one of the sections upheld in the recent 20th Century
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Finance Corporation case in the Bombay High Court (Mehta, 

1989). The section defines sale as the transfer of the right 

to use any goods for any purpose (whether or not for a 

specified period) for cash, deferred payment or any other 

valuable consideration.

21. As laid down in Interpretation Bulletin IT-233R issued by 

Revenue Canada (See Howick, 1986). For the US position the 

Lockhart Leasing Company and Northwest Acceptance 

Corporation cases cited in the bibliography are of 

relevance.
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APPENDIX

Evaluation of Financing Options: An Outline

Given imperfect markets, the proper approach is to determine 

State-contingent net cash inflow streams from different financing 

options and formalise beliefs about the liklihood of different 

States occuring in a (possibly multivariate)  probabi l ity 

d istribution  or di f fusion  process. The expected discounted 

utility of alternative financing options should then be calculated 

using the shareholders required post-dividend-tax risk free return 

as the discount rate. These should be compared with the status 

quo and the best option chosen. This rule is appropriate for both 

purchaser and financier, who will ,  of course, have different State 

contingent cash flows. In case either or both parties has market 

power and is able to specify finance charges, maximisation with 

respect to these finance charges under appropriate assumptions 

about the other party's actions will be required.

Since such analysis is d i f f i c u l t  to perform,  short cut 

methods which are strictly appropriate only under stringent market 

perfection and information availability conditions are applied. 

Thus Pandey (1986) recommends the use of the 'Net Advantage of 

Leasing' method using the after tax borrowing rate of the firm as 

the discount rate, in making a lease/buy/do neither decision. A 

simple pair of present value formulae, using expected cash flows 

and the shareholders required risk-adjusted return as the discount 

rate,  which may be used by the lessee for evaluating lease 

transactions is presented here (adapted from Haley and Schall, 

1979).

The firm's planning horizon is taken to be n periods which 

is equal to the period for which financing contracts run assumed 

to be equal across contracts. If  cash flows which are no longer 

applicable are set to zero and if  it is understood that the sales

tax rate in case of loan or self  finance is zero,  then the

variables involved in specifying all but lease finance cash flows

are identical. Let W(L) be the value of lease finance and W(A) be

the value of the best alternative financing option. then

W(L) = T  [[(l-t)Ri-Li)-SLi] / ( l + i ) i t-[h-t(H-K)]/(l+i)n 
J J J J

and

W( A) = 2  [ [ (1-t )R j+tDj+tl j-(l+S )P j /  ( 1+i) ^+tIC/ ( 1+i) +

2 [H-t(H-K)]/(l+i)n

Here, t is the corporate profit tax rate; Rj is gross profit from 

the capital project at time j; L j is_ lease payment at time j; Dj 

is depreciation for tax purposes; I j  is deductible interest ( _ 0 

for self finance); Pj is payment to the financier (1*2“ ' " Pn are 
zero for self finance);' IC is the investment allowable for the
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investment allowance; H is  the salvage value and H-K is the 

capital gain; S is the sales tax rate. If  allowing the asset to 

revert to the seller  is expected to be more prof i tabl e ,  then 

L^H+tCH-K) is set equal to zero.
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